COMMONWEATH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

THE APPLICATION OF KENTUCKY UTILITIES
COMPANY FOR APPROVAL OF AN AMENDED
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ADDITIONAL POLLUTION CONTROL FACILITIES
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SURCHARGE TARIFF
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ORDER

On October 20, 2000, Kentucky Utilities Company (“KU”) filed an application,
pursuant to KRS 278.183, seeking Commission approval of an amended environmental
compliance plan consisting of new and additional pollution control facilities and to
amend its Environmental Surcharge (“ES”) tariff. KU will need these facilities and will
incur the related compliance costs in order to comply with the nitrogen oxide (*“NOXx”)
and other emission limits mandated by the Environmental Protection Agency (“EPA”)
and the Clean Air Act.! KU proposed that its amended ES tariff become effective for
bills rendered on and after May 1, 2001.

The following parties requested and were granted full intervention: the Attorney
General of the Commonwealth of Kentucky, by and through his Office of Rate

Intervention (“AG”), and Kentucky Industrial Utility Customers, Inc. (“KIUC”). A

! As amended, 42 U.S.C.A. § 7401 et seq.



consolidated hearing was held on March 8, 2001 for this case and Case No. 2000-386,2
the companion case for Louisville Gas and Electric Company (“LG&E”). All information
requested at the public hearing has been filed, and the parties have submitted briefs.

BACKGROUND

KU is a privately owned electric utility that generates, transmits, distributes, and
sells electricity to approximately 450,000 consumers in all or parts of 77 counties in
Kentucky.® KU is a wholly owned subsidiary of LG&E Energy Corporation, a non-utility
holding company.*

KRS 278.183 provides that a utility shall be entitled to the current recovery of its
costs of complying with the Clean Air Act as amended and those federal, state, or local
environmental requirements that apply to coal combustion wastes and by-products from
facilities utilized for the production of energy from coal. Pursuant to KRS 278.183(2), a
utility seeking to recover its environmental compliance costs through an environmental
surcharge must first submit to the Commission a plan that addresses compliance with
the applicable environmental requirements. The plan must also include the utility’s

testimony concerning a reasonable return on compliance-related capital expenditures

2 Case No. 2000-386, The Application of Louisville Gas and Electric Company for
Approval of an Amended Compliance Plan for Purposes of Recovering the Costs of
New and Additional Pollution Control Facilities and to Amend Its Environmental Cost
Recovery Surcharge Tariff.

% Operating under the name of Old Dominion Power Company, KU generates,
transmits, distributes, and sells electricity to approximately 29,200 consumers in 5
counties in southwestern Virginia. KU also sells wholesale electric energy to 12
municipalities.

* LG&E Energy Corporation is a wholly owned subsidiary of Powergen plc, an
international holding company based in the United Kingdom.



and a tariff addition containing the terms and conditions of the proposed surcharge
applied to individual rate classes. Within 6 months of submission, the Commission must
conduct a hearing to:

(@) Consider and approve the compliance plan and rate surcharge if

the plan and rate surcharge are found reasonable and cost-effective for

compliance with the applicable environmental requirements;

(b) Establish a reasonable return on compliance-related capital
expenditures; and

(c) Approve the application of the surcharge.

KU currently has a compliance plan and environmental surcharge that were
approved by the Commission in 1994 in Case No. 93-465.° This existing compliance
plan (“1994 Plan”) is comprised of 15 capital projects at various generating stations
involving a flue gas desulfurization system, ash pond enhancements, precipitator
enhancements, continuous emission monitoring systems, and other pollution control
equipment required by federal, state, or local environmental regulations applicable to
coal combustion and by-products. The current ES tariff provides for a formula to
calculate the retail monthly environmental surcharge gross revenue requirement (“ES
revenue requirement”) and applicable monthly surcharge factor. The rate of return
authorized for environmental capital expenditures is 5.85 percent, which was based on

the actual cost of KU’'s December 1993 pollution control bond issue.®

® Case No. 93-465, The Application of Kentucky Utilities Company to Assess a
Surcharge Under KRS 278.183 to Recover Costs of Compliance with Environmental
Requirements for Coal Combustion Wastes and By-Products, final Order dated July 19,
1994.

®1d. at 19.



AMENDED COMPLIANCE PLAN

KU is adding new pollution control facilities to the 1994 Plan to reflect its plans for
complying with the EPA’s mandate to reduce NOx emissions to 0.15 Ibs. NOx/mmBtu
by May 1, 2003. The amended compliance plan (“2001 Plan”) proposed by KU calls for
two additional capital projects that include the following facilities: ’

1) The addition of Advanced Low NOx Burner systems at Ghent 2 and 4.

2) The addition of Selective Catalytic Reduction (“SCR”) NOx Reduction
Technology facilities at Ghent 1, 3, and 4 and Brown 3.

3) The addition of Neural Network Technology, Overfire Air Systems and

Burner modifications at Brown 1 and 2, Ghent 1 and 2, Green River 3,

Pineville 3, and Tyrone 3.
The 2001 Plan, which will supplement the 1994 Plan, has a total estimated capital cost
of $205.6 million.? KU was granted a Certificate of Public Convenience and Necessity
to construct the SCR NOx control technologies in Case No. 2000-112.°

In support of the 2001 Plan, KU presented testimony and a copy of its February
2000 NOx Compliance Study. This evidence shows that the facilities in the 2001 Plan
are related to compliance with the Clean Air Act as amended and other governmental
regulations pertaining to coal combustion wastes and by-products resulting from the

production of electricity from coal. Furthermore, the NOx Compliance Study shows that

KU sulfficiently analyzed alternative compliance methods and selected methods that are

’ Bellar Direct Testimony, LEB Exhibit 1.
8 1d., page 3 of 3.

® Case No. 2000-112, Application of Kentucky Utilites Company and Louisville
Gas and Electric Company for a Certificate of Public Convenience and Necessity to
Construct Selective Catalytic Reduction (SCR) NOx Control Technologies, final Order
dated June 22, 2000.



cost effective. The AG and KIUC have not challenged the reasonableness or the cost
effectiveness of the proposed 2001 Plan.

Based on a review of KU’s 2001 Plan and our June 22, 2000 Order in Case No.
2000-112, the Commission finds that the 2001 Plan is reasonable and cost-effective,
and should be approved.

KU has indicated that it will continue to monitor the evolution of NOx control
technologies, review the status of regulatory rulings and pending litigation, and update
and refine cost estimates.'® In the event it is determined that one or more of the
facilities approved in the 2001 Plan is no longer required for environmental compliance,
KU will be expected to promptly inform the Commission in writing of any change in
compliance strategy. The Commission also reminds KU that only the capital
expenditures and operating costs associated with the 1994 Plan and 2001 Plan can be
recovered through the surcharge mechanism.

SURCHARGE MECHANISM AND CALCULATION

KU has proposed to incorporate the capital expenditures and operating expenses
associated with the 2001 Plan into the existing surcharge mechanism used for the 1994
Plan. KU has generally discussed its amended surcharge as one mechanism while
recognizing that, until the surcharge is incorporated into base rates, there will be
different rates of return applied to the 1994 and 2001 Plans. Because of these
differences, the Commission believes that the surcharge mechanisms for the 1994 and

2001 Plans should be examined separately.

19 Joint Post-Hearing Brief of LG&E and KU at 7.
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1994 Plan

Cash Working Capital Allowance. KU proposed no changes in the surcharge

mechanism or calculation of the ES revenue requirement and monthly surcharge factor
for the 1994 Plan. KU’'s 1994 Plan rate base includes a cash working capital
allowance® using the 1/8™ formula approach and based on the 12-month incremental
operation and maintenance (“O&M”) expenses included for surcharge recovery.

KIUC opposes the inclusion of a cash working capital allowance in the 1994 and
2001 Plan rate bases. KIUC argues that KU has not provided any evidence in support
of an actual cash working capital requirement. KIUC contends that KU’s actual cash
flow has been accelerated due to the factoring of its accounts receivable and that to
allow a cash working capital allowance would treat KU as if it had never engaged in its
accounts receivable financing program.*?

KU disagrees with KIUC, stating that the inclusion of a cash working capital
allowance based on the 1/8™ formula approach is consistent with past decisions of the
Commission. KU contends that the concept of a working capital allowance goes
beyond just cash working capital, but includes plant materials, supplies, and

prepayments.’®* KU notes that KIUC has presented no evidence to support its

1 The cash working capital allowance is determined in a manner similar to that
used when determining the allowance for base rate purposes. The eligible operation
and maintenance expenses, exclusive of expenses already included in base rates, are
multiplied by 1/8" to determine the cash working capital allowance.

12 Kollen Direct Testimony at 25-26.

13 Willhite Rebuttal Testimony at 4-5.



contention that the 1/8" formula is not appropriate, only stating its belief that KU has a
negative working capital requirement.**

The Commission is not persuaded by KIUC’s argument concerning the cash
working capital allowance. KIUC has acknowledged that the level and timing of all cash
receipts and disbursements are normally considered in a proper determination of cash
working capital, an analysis commonly referred to as a “lead/lag study.” However, KIUC
relies solely upon the existence of the accounts receivable financing to support its
contention that KU’s actual cash working capital requirement is less than zero.®® Such
an argument ignores the impacts of other variables that would be considered in a
lead/lag study. Absent a lead/lag study or other analysis demonstrating that KU does
not have a cash working capital requirement, the Commission finds that it is appropriate
to utilize the 1/8" formula approach in the 2001 Plan rate base determination.

Depreciation. KU did disclose that it had recently completed a new depreciation
study and that it planned to implement new depreciation rates on January 1, 2001
based on that study. Although KU intended to reflect the new depreciation rates in the
determination of the 1994 Plan monthly surcharge factor beginning with the expense

month of January 2001, the new depreciation rates were not included in that monthly

14 Joint Post-Hearing Brief of LG&E and KU at 41.

15> Response to the Commission Staff's Data Request to KIUC dated February 2,
2001, Items 11(a) and 11(b).



surcharge report.’® KU contends that implementing new depreciation rates is not an
issue in this environmental surcharge case.'’” KU argues that it is consistent with past
Commission practice to implement the new depreciation rates now, while their impact
on the costs recovered through the surcharge is examined subsequently during the 6-
month surcharge reviews.®

KIUC opposes the use of the new depreciation rates to determine the
environmental surcharge factor for both the 1994 and 2001 Plans. KIUC contends that
the new rates should not be used until the new depreciation study is filed with the
Commission as part of a formal investigation and review, and the Commission has
determined that any changes in depreciation rates are due to appropriate changes in
the useful life of the environmental surcharge investments, rather than due to changes
in depreciation methodology or assumptions.*®

Although KU filed copies of its new depreciation study with the Commission on
February 20, 2001, it was not filed as part of the record in this case, nor was the study
accompanied by an application seeking formal approval of the new rates. KU has

acknowledged that while the Commission has not required formal approval before new

6 Response to the Commission Staff's 3 Data Request dated February 27,
2001, Item 4. In correspondence from KU to the Commission’s Executive Director
dated March 27, 2001, KU informed the Commission that the environmental surcharge
filing made on March 22, 2001 did include the effect of using the new depreciation rates
when calculating the February 2001 expense month amounts, as well as an adjustment
for the January 2001 expense month.

17 Joint Post-Hearing Brief of LG&E and KU at 39.

18 Response to the Commission Staff's 3" Data Request dated February 27,
2001, Item 4(b).

19 Kollen Direct Testimony at 28.



depreciation rates are used for accounting purposes, approval is needed before new
depreciation rates can be used for rate-making purposes.®

The determination of depreciation rates requires a complex, technical analysis of
physical plant and is performed infrequently. A reasonable level of depreciation
expense is an appropriate cost to be recovered from ratepayers, either through base
rates or the environmental surcharge. As such, the Commission does not agree with
the distinction KU seeks to make between the rate-making approach used to determine
base rates and the determination of the environmental surcharge under KRS 278.183.
Whether costs are to be recovered through base rates or through the environmental
surcharge, both approaches focus on the reasonable level of costs to provide service.
Until new depreciation rates have been reviewed and found reasonable for rate-making
purposes, the depreciation expense resulting from the use of the new depreciation rates
cannot be considered a reasonable cost. The only reasonable cost for depreciation
expense is the cost calculated by using the depreciation rates that have already been
accepted for rate-making purposes.

The Commission agrees with KIUC and finds that KU should not include the
impact of the new depreciation rates when calculating the depreciation expense
included in either the 1994 or 2001 Plan monthly surcharge factor. If KU has already
reflected the new depreciation rates in its monthly surcharge factor, it should
immediately cease using the new rates and reinstate the previous depreciation rates.

These previous depreciation rates should also be used to calculate the depreciation

20 Response to the Commission Staff's 3" Data Request dated February 27,
2001, Item 4(e).



expense associated with the 2001 Plan.?* KU may utilize the new depreciation rates for
rate-making and environmental surcharge purposes only after it has filed an application
for, and received, Commission approval. Any depreciation expense based on the new
depreciation rates that has been included in the 1994 Plan monthly surcharge factor
should be adjusted consistent with this Order as part of the appropriate 6-month
surcharge review.
2001 Plan

KU proposed that the environmental surcharge mechanism for the 2001 Plan be
similar to that used for the 1994 Plan. Under this approach, an ES revenue requirement
is divided by the revenue for the current expense month,? resulting in a monthly
surcharge factor. The ES revenue requirement is determined for the current expense
month, and is comprised of a return on the 2001 Plan Environmental Compliance Rate
Base (“Rate Base”) plus specified environmental compliance operating expenses.?

Rate Base. The rate base used in the environmental surcharge mechanism may

include the following components: eligible pollution control (“PC”) plant in service,

2L The Commission notes that since depreciation expense on the 2001 Plan
facilities will not commence until the facilities are in service, it is likely that the
Commission will have ruled on KU’'s new depreciation rates. Under those
circumstances, the depreciation rates approved by the Commission in that case should
be applied to the 2001 Plan facilities.

2 The current expense month is defined as the second month preceding the
month in which the environmental surcharge is billed.

23 Willhite Direct Testimony, RLW Exhibit 2. The proposed ES tariff includes an
offset to the ES revenue requirement reflecting the proceeds from the sale of by-
products and emission allowance sales. However, KU has not identified any salable by-
products associated with NOx emission controls, and a NOx emission allowance market
has not been established. Consequently, these items are not included in the surcharge
mechanism for the 2001 Plan.
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accumulated depreciation associated with the PC plant in service, eligible PC
construction work in progress (“CWIP”), inventories, supplies, cash working capital
allowance, deferred income taxes, and deferred investment tax credits. The rate base
is also adjusted for eligible PC plant in service, accumulated depreciation, and deferred
taxes relating to replacements and retirements of PC plant in service that are already
included in existing rates.

KU has proposed to include a cash working capital allowance component
reflecting O&M expenses associated with NOx control projects, specifically the
expenses recorded in Subaccount Nos. 506105, Operation of SCR Facilities, and
512101, Maintenance of SCR Facilities. KU has further proposed that a baseline for
O&M expenses for the 12 months ended May 2000 be established and then compared
to the subsequent level of O&M expenses. Expense above or below that baseline
would then be reflected in the calculation of the surcharge. KU notes that no expenses
have been incurred or recorded in Account Nos. 506105 and 512101 as of May 2000.%*

The Commission finds that the 2001 Plan rate base should be comprised of
eligible PC plant in service, accumulated depreciation associated with the PC plant in
service, eligible PC CWIP, cash working capital allowance, deferred income taxes, and
deferred investment tax credits. As is done for the 1994 Plan rate base, the 2001 Plan
rate base should be adjusted for eligible PC plant in service, accumulated depreciation,
and deferred taxes to reflect the retirement or replacement of PC plant in service that is

already included in existing rates. Inventories and supplies have been excluded from

24 Joint Post-Hearing Brief of LG&E and KU at 37-38.
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this rate base calculation. KU did not identify any inventories or supplies that would be
needed or maintained for the new NOXx facilities.

As discussed previously, the Commission rejected KIUC’s arguments opposing
the inclusion of a cash working capital allowance in the 1994 and 2001 Plan rate bases.
Concerning KU’s proposal to establish an O&M baseline as of May 2000 for the 2001
Plan, the Commission notes that KU introduced this concept for the first time in its brief.
This apparently was done in order to maintain some consistency with the surcharge
mechanism established for the 1994 Plan. However, as the new Account Nos. 506105
and 512101 are the only O&M expenses to be recovered in the 2001 Plan, the
Commission finds no reason to establish the baseline as proposed by KU. These
subaccounts will be used in the 1/8" formula to determine the cash working capital
allowance included in the 2001 Plan rate base. When determining this cash working
capital allowance, the calculation should reflect the most recent 12-month totals for
these subaccounts as of the current expense month.?®

Operating Expenses. KU proposed that the monthly environmental compliance

operating expenses for the 2001 Plan should include: Subaccount Nos. 506105 and
512101, depreciation expense, property taxes, and insurance expense. Subaccount
Nos. 506105 and 512101 represent new expenses and would not require any offset for
expenses already included in existing base rates. Depreciation expense would reflect

the rates contained in the new depreciation study. The property taxes and insurance

% Until KU has accumulated 12 months’ worth of expenses in these
subaccounts, it should use the cumulative balance of these expenses in the calculation
of the cash working capital allowance.
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expense are functions of the value of the PC plant in service and the monthly expense
amounts would reflect that calculation.

The Commission finds that KU’s proposal to utilize two new subaccounts to track
and record the O&M expenses associated with the 2001 Plan is reasonable and should
be approved. Concerning the depreciation expense, as discussed previously in this
Order, the Commission has found that KU should not use the new depreciation study
rates to calculate the depreciation expense included in the ES revenue requirement until
the new rates are approved for rate-making purposes.

The Commission finds KU’s proposal concerning the recovery of property taxes
and insurance expense associated with the 2001 Plan to be reasonable and it should be
approved. To the extent that retirements and replacements of PC plant in service
already included in base rates impact the determination of these expenses, KU should
include the necessary adjustment to the expense reported for the current expense
month.

The Commission anticipates that KU will not incur expenses recorded in
Subaccount Nos. 506105 and 512101 or depreciation expense until the 2001 Plan
facilities have gone into service. If a monthly surcharge factor includes these expenses
prior to the 2001 Plan facilities going into service, KU should submit as part of the
monthly surcharge filing a written explanation documenting why the expense has been
incurred. The inclusion of that expense would be subject to review during the

appropriate 6-month surcharge review.

13-



Transmission Revenues

The ES revenue requirement is allocated between wholesale and retail
customers of KU on the basis of revenues. KIUC argues that all transmission service
revenues should be included in the wholesale and other jurisdictional revenues so KU
will not be able to minimize the allocation of the ES revenue requirement. More
specifically, KIUC recommends that the Commission require KU to include transmission
service revenues booked to Account No. 456, Other Electric Revenues, in the
wholesale and other jurisdictional revenues as a matter of consistent revenue
recognition for allocation purposes.?®

KU disagrees with KIUC, noting that the Commission in the October 17, 2000
Order in Case No. 2000-106" found that other revenues from sources not associated
with the generation of electricity or resulting in environmental costs to LG&E should be
excluded from total company revenues. KU argues that KIUC has presented no
reasons for the Commission to reverse its decision in Case No. 2000-106. However,
KU requests that the Commission clarify that the decision in Case No. 2000-106 should
be extended to remove revenues paid by KU pursuant to the Open Access

Transmission Tariff (“OATT”) for use of its own transmission facilities when making off-

26 Kollen Direct Testimony at 29-30.

2" Case No. 2000-106, An Examination by the Public Service Commission of the
Environmental Surcharge Mechanism of Kentucky Utilities Company for the Six-Month
Billing Periods Ending January 31, 1999, July 31, 1999, and January 31, 2000, and for
the Two-Year Billing Period Ending July 31, 1998.
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system sales. KU argues that these revenues are not associated with its generating
units and do not have associated environmental costs.?®

The Commission finds that KIUC has not presented sufficient reasons in this
proceeding to justify a change in the findings set forth in the October 17, 2000 Order in
Case No. 2000-106. The Commission also finds that KU’s request to extend the
exclusion to the revenues it pays pursuant to the OATT is consistent with the decision in
Case No. 2000-106 and should be approved.

The Commission notes that the decision in Case No. 2000-106 to exclude certain
other electric revenues from the total company revenues used to determine allocations
has only been in effect for approximately 6 months. KU’s request to extend this
exclusion to the OATT revenues was only made 2 months ago.”® Due to these
circumstances, the Commission will be willing to reconsider the exclusion of these
revenues during KU’s next surcharge review case if KIUC wishes to renew its objection
at that time. In addition, the current levels of these transmission revenues do not
appear to have a significant impact on the jurisdictional allocation of the ES revenue
requirement. The Commission will continue to monitor these transmission revenues in
future 6-month surcharge reviews. In the event the exclusion of KU’s transmission
revenues in determining the jurisdictional allocation of the ES revenue requirement

becomes significant, the Commission may on its own initiative revisit this exclusion.

28 Willhite Rebuttal Testimony at 7-8.

29 KU's Rebuttal Testimony was filed on February 22, 2001.
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RATE OF RETURN

KU proposed that the rate of return applied to the 1994 Plan rate base would
continue to be the 5.85 percent rate authorized in Case No. 93-465, until there was a

uroll_inn30

of the environmental surcharge into existing base rates. For the 2001 Plan
rate base, KU proposed that it be allowed to earn the overall rate of return®** upon the
approval of the 2001 Plan by the Commission. After the roll-in, KU proposed that both
the 1994 Plan and 2001 Plan rate bases would earn the overall rate of return.*?

In its November 16, 2000 Order, the Commission determined that issues relating
to the future roll-in of the existing surcharge into base rates were beyond the scope of
this proceeding and that such issues would be addressed during the 2-year reviews of
KU’s environmental surcharge.®* Based on this decision, the Commission finds that
KU’s proposal concerning the rate of return on the 1994 Plan rate base after roll-in

should be deferred to KU’s next 2-year review. If KU wishes to propose changing the

rate of return on the 1994 rate base from the pollution control bond rate to an overall

%0 pursuant to KRS 278.183(3), during the 2-year surcharge reviews the
Commission shall, to the extent appropriate, incorporate surcharge amounts found just
and reasonable into the existing base rates of the utility. This incorporation into base
rates is referred to as a “roll-in.”

31 Overall rate of return as used in KU's application refers to the weighted
average cost of capital for its electric operations. The overall rate of return includes
short-term and long-term debt, preferred stock, and common equity. The preferred
stock and common equity components are “grossed up” to recognize the effects of
income taxes on the overall rate of return.

32 See Hewett Direct Testimony at 4; Willhite Direct Testimony at 3-4; Response
to the Commission Staff's 1% Data Request dated November 21, 2000, ltem 9; and
Response to the Commission Staff's 2" Data Request dated December 21, 2000, Item
5.

33 See November 16, 2000 Order at 3.
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rate of return during that review, it should submit prepared testimony at that time
discussing how this can be accomplished with the results being reasonable for both KU
and its ratepayers. The rates of return to be applied to the rate bases effective on the
date of this Order are addressed separately.

1994 Plan

As noted previously, KU’s rate of return on its 1994 Plan rate base was set in
1994 and reflects the actual cost of its December 1993 pollution control bond issue. KU
proposes that this rate of return continue to be applied to the 1994 Plan rate base when
calculating the ES revenue requirements.

KU provided an analysis of the weighted average cost of its pollution control debt
as of December 31, 2000. This analysis shows that since 1994, KU has issued one
new series of pollution control bond debt in May 2000. The analysis further shows that
two of the eight pollution control bond debt issues outstanding are priced using variable
interest rates.®* The weighted average cost of KU's pollution control debt as of
December 31, 2000 is 6.27 percent.>® KU argues that a comparison of this weighted
average cost to the currently authorized rate of return of 5.85 percent demonstrates the

reasonableness of continuing to use the 5.85 percent rate of return. KU further argues

% Response to the Commission Staff's 3" Data Request dated February 27,
2001, Item 1(b), page 2 of 2. Of the $250,830,000 outstanding in pollution control bond
debt, $66,900,000 or approximately 27 percent is priced using variable interest rates.

35|d_.
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that the need to avoid volatility in rates and the proximity of the surcharge roll-in also
supports its position not to change the rate of return on the 1994 Plan rate base.*

The rate of return applied to the 1994 Plan rate base has not been revised or
adjusted for nearly 7 years. The Commission believes it is reasonable to continue to
utilize the interest rates on KU’s pollution control bond debt as the rate of return. While
the rate of return set in 1994 reflected what was at that time the most recent issue of
pollution control bond debt, it is appropriate to now use the weighted average cost of
that debt as the rate of return. By continuing to utilize the pollution control bond debt to
set the rate of return on the 1994 Plan rate base, the Commission is not finding that the
1994 Plan was funded solely by pollution control bond debt. Rather, the Commission
believes that continuing to use the pollution control bond debt interest rate, instead of an
overall rate of return, continues to be a reasonable approach.

The Commission finds that it is appropriate and reasonable to use the weighted
average cost of KU’s pollution control debt as of December 31, 2000 as the rate of
return on the 1994 Plan rate base. The Commission is not persuaded by KU’s claims
that the weighted average cost analysis demonstrates the reasonableness of the
current surcharge rate of return or that the change would be insignificant.

As noted previously, a portion of KU’s pollution control bond debt is subject to
variable interest rate pricing. The Commission finds that during the 6-month surcharge

reviews there should be a calculation of a “true-up” to reflect changes during that period

% During the public hearing, KU acknowledged that neither volatility nor the
proximity of the surcharge roll-in were reasons not to adjust the rate of return. Rather,
KU stated that it did not believe that there was a significant change to make it worth the
effort. See T.E., March 8, 2001, at 50-53.
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in the weighted average cost of pollution control debt, with the over- or under-recovery
of the environmental surcharge accordingly adjusted. The Commission also notes that
in the companion case for LG&E, it was shown that 9 of the 13 pollution control bond
debt issues outstanding are priced using variable interest rates, reflecting approximately
75 percent of the outstanding dollar balance.?” The Commission encourages KU to
review its bond issues and examine the possibility of refinancing the bonds in order to
achieve the most reasonable overall cost of pollution control bond debt.
2001 Plan

KU proposed that its overall rate of return based on its current capital costs be
applied to the 2001 Plan rate base. KU requested that its overall rate of return include
the 11.50 percent® return on common equity found reasonable for its electric operations
by the Commission’s January 7, 2000 Order in Case No. 98-474.% KU also requested
that this return on equity remain unchanged until the Commission changes the 11.50
percent equity component in its Earnings Sharing Mechanism (“ESM”). If the return on
common equity is changed for the ESM, KU proposed that the return on equity in its

surcharge be reviewed in the following 2-year surcharge review.*

37 Response to the Commission Staff's 3" Data Request dated February 27,
2001, Item 1(b), page 1 of 2. Of the $564,200,000 outstanding in pollution control bond
debt, $425,535,000 or approximately 75 percent is priced using variable interest rates.

3 Hewett Direct Testimony at 5-6. KU also included rate of return testimony that
indicated the reasonable cost of common equity was between 11.50 and 12.50 percent.
See Rosenberg Direct Testimony at 2 and 30.

39 Case No. 98-474, The Application of Kentucky Utilities Company for Approval
of an Alternative Method of Regulation of Its Rates and Service.

0 Hewett Direct Testimony at 5-7.
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KU also proposed that the capital structure and cost rates for debt and preferred
stock be updated every 6 months beginning with the first expense month for each 6-
month review proceeding,** with the Commission reviewing the effects of the updates
during the 6-month surcharge reviews. KU acknowledged that in the surcharge
approved for American Electric Power (“AEP”), the Commission determined that the
debt portion of the cost of capital would be fixed during each 6-month period, and would
be reviewed and re-established during each subsequent 6-month surcharge review
case.*> However, KU contends that its proposal is more consistent with the provisions
of KRS 278.183, assesses the surcharge based on timely and current information, and
that prior approval of the issuance of evidences of debt is already addressed by KRS
278.300.*® In addition, KU proposed that the calculation of the cost rate for its long-term
debt will reflect the benefits of KU’s accounts receivable financing program.**

KIUC opposes KU’s proposal to apply the overall rate of return to the 2001 Plan

rate base. KIUC states that the rate of return must reflect the actual costs of KU, as

“1|d. at 6.

42 Case No. 96-489, Application of Kentucky Power Company d/b/a American
Electric Power to Assess a Surcharge Under KRS 278.183 to Recover Costs of
Compliance with the Clean Air Act and Those Environmental Requirements Which
Apply to Coal Combustion Waste and By-Products, final Order dated May 27, 1997, at
35.

*3 Response to the Commission Staff's 2" Data Request dated December 21,
2000, Item 1(a).

* Willhite Rebuttal Testimony at 2. As explained by KU, the accounts receivable
financing program, also referred to as off-balance sheet financing, allows KU to
accelerate its receipt of cash collections from accounts receivable and meet cash
needs. This off-balance sheet financing should be some of the lowest cost financing
available to KU and it allows KU to avoid using more costly forms of financing, which KU
contends results in a direct benefit to its ratepayers.
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well as reflect just and reasonable costs. KIUC contends that due to the constant
changes in the capital structure, debt costs, and preferred stock costs, the rate of return
should be computed for each surcharge expense month. KIUC argues that the rate of
return should reflect KU’s actual costs of financing, which includes the costs of various
types of short-term debt.

KIUC further argues that the rate of return applied to the 2001 Plan rate base
should reflect first the issuance of the various types of short-term debt, especially during
construction when KU includes CWIP in the surcharge rate base.* KIUC contends that
only when the 2001 Plan rate base exceeds KU'’s short-term debt should an overall rate
of return be applied, with that rate of return adjusted to remove short-term debt. KIUC
believes that this approach is reasonable, as the applied rate of return will actually
reflect how KU finances the 2001 Plan rate base. KIUC also believes its proposal
corrects KU’s failure to provide any benefit of its lower cost short-term debt to
ratepayers either through base rates or the environmental surcharge.*® With respect to
the accounts receivable financing, KIUC argues that it should be reflected as short-term
debt for environmental surcharge purposes.*’

KU disagrees with KIUC’s argument that the rate of return applied to the 2001

Plan rate base must reflect actual costs. KU argues that KIUC has misinterpreted the

> Kollen Direct Testimony at 10-13.

% 1d. at 18-19. KIUC has further clarified its position, stating that during the time
the 2001 Plan rate base reflects only CWIP, the rate of return should recognize that
those expenditures are financed first with short-term debt. Once the CWIP is placed in
service, KIUC agrees that the rate of return should reflect the overall rate of return. See
KIUC Main Brief at 8.

7 Kollen Direct Testimony at 20.
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requirements of KRS 278.183 by confusing the entitlement to a reasonable rate of
return with the actual cost requirement to be applied during the surcharge review
proceedings. KU notes that KIUC’s proposal to adjust the rate of return monthly would
make the surcharge computation more complicated, eliminate efforts previously made
to avoid surcharge factor volatility, and be more burdensome to administer. KU also
rejects KIUC’s assumption that the 2001 Plan facilities will be funded exclusively with
short-term debt. KU contends that the 2001 Plan facilities will actually be funded with all
sources of capital, and that the applied rate of return should reflect this fact. Finally, KU
disagrees with KIUC’s claim that ratepayers have not and will not receive the benefits of
KU’s short-term financing. KU argues that the benefits of short-term financing will be
recognized in the ESM calculations as well as in the overall rate of return proposed for
the surcharge calculations.*®

The Commission is not persuaded by KIUC’'s arguments. Pursuant to KRS
278.183(1), among the costs recoverable through the surcharge is a reasonable return
on construction and other capital expenditures. KRS 278.183(2)(b) requires that the
Commission establish a reasonable return on the compliance-related capital
expenditures. Given this requirement, the Commission believes that a reasonable
return on the capital expenditures included in the surcharge constitutes part of the total
actual costs incurred by the utility. Concerning the financing of utility plant, it has long
been recognized in the utility industry that capital expenditures are financed by
numerous sources of capital, and that it is generally not possible to match a capital

expenditure with a specific source of capital. KIUC has acknowledged that neither it nor

8 Hewett Rebuttal Testimony at 4-10.

-22-



KU stated that the 2001 Plan capital expenditures will be financed exclusively with
short-term debt.*® Absent such evidence, the Commission cannot find it reasonable or
appropriate to set the rate of return on the 2001 Plan rate base at the cost of KU’s short-
term debt, either during the CWIP phase or after the facilities are in service.

The Commission finds that the overall rate of return approach as proposed by KU
is reasonable and should be approved, with the following modifications. The overall
rate of return will reflect the costs associated with KU’s short-term debt, to the extent KU
has short-term debt, long-term debt, preferred stock, and common equity. The overall
rate of return should be grossed up to reflect the income tax effect resulting from the
returns on preferred stock and common equity. The return on common equity should be
11.50 percent, which corresponds to the equity return incorporated in KU’'s ESM. The
surcharge return on equity should remain unchanged unless the return on equity
reflected in the ESM is changed or discontinued. If either event occurs, the surcharge
return on common equity should be reviewed during the subsequent 2-year surcharge
review.

Concerning the accounts receivable financing, the Commission finds it
reasonable to reflect the cost savings from this financing when calculating the cost of
KU’s long-term debt. However, the only way to properly reflect the accounts receivable

financing in the calculation is to include both the outstanding balance of accounts

9 Response to the Commission Staff's 1% Data Request to KIUC dated February
2, 2001, Iltem 2.
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receivable financing and the corresponding interest expense.”® To recognize only the
interest expense, as originally proposed by KU, results in an increase in the blended
cost of long-term debt, but does not directly pass on to ratepayers any benefits of this
type of financing. The Commission notes, however, that the accounts receivable
financing will only be reflected in the calculation of the long-term debt cost, not included
as part of the balance of long-term debt or recognized in the capital structure.

Regarding the establishment of the capital structure and cost rates for debt and
preferred stock, the Commission disagrees with KU’s arguments. KRS 278.183(2)(b)
clearly states that the Commission must establish the reasonable return for the
compliance plan. Further, KU has not demonstrated why its proposal is more
reasonable than the approach adopted by the Commission for the AEP surcharge.
Finally, KU’s references to the requirements of KRS 278.300 are misplaced. While that
statute requires financings to be reasonable at the time of their initial issuance, those
financings must be continuously reviewed to ensure that they are reasonable for
inclusion in the surcharge.

The Commission finds that it is reasonable for the cost of debt and preferred
stock to be initially determined as described in this Order and subsequently reviewed
and re-established during the 6-month surcharge review cases. The Commission also

finds that it is reasonable to utilize KU’'s jurisdictional capital structure and

0 See Response to the Commission Staff's 2" Data Request dated December
21, 2000, Item 2. The proposed ESC Form 4.2 showed the calculation of the cost of
long-term debt including only the interest expense associated with the accounts
receivable financing. However, the only way to properly recognize the account
receivable financing and provide the benefits to ratepayers is to include both the
principle and interest expense in the calculations. See Joint Hearing Exhibit 2 and the
Joint Post-Hearing Brief of LG&E and KU, Tables 3 and 4 and footnote 40.
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corresponding debt and preferred stock cost rates as of December 31, 2000. Appendix
A to this Order presents the Commission’s determination of the overall rate of return to
be applied to the 2001 Plan rate base effective on the date of this Order. The
Commission will utilize the December 31, 2000 financial information submitted in Case
No. 2001-055°* to calculate this initial overall rate of return. However, due to questions
in that proceeding concerning the short-term debt as of December 31, 2000, the
Commission will not include short-term debt in the calculations shown in Appendix A.>?
In addition, due to the starting date of the accounts receivable financing program, the
effects of that financing cannot be reflected at this time. As shown in Appendix A, the
overall rate of return before tax gross up is 9.82 percent.

The Commission is aware that the capital structure and the cost of debt and
preferred stock can fluctuate from month to month. As noted previously, KIUC
proposes that the rate of return should be computed monthly to recognize these
changes. However, there is insufficient evidence of such rate volatility to make it
reasonable to perform this calculation monthly. However, the Commission does find it
is reasonable that during the 6-month surcharge reviews there should be a calculation
of a “true-up” to reflect the changes during that period in the capital structure and cost of

debt and preferred stock, with the over- or under-recovery of the environmental

® Case No. 2001-055, The Annual Earnings Sharing Mechanism Filing of
Kentucky Utilities Company.

2 See Case No. 2001-055, Commission Staff's 1% Data Request to KU dated
April 5, 2001, Item 2. After the clarification of the short-term debt issue in this case, the
Commission would be willing to revise the determination of KU’s overall rate of return to
include short-term debt.
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surcharge accordingly adjusted. This approach is similar to that established for the
1994 Plan rate of return.

The Commission notes that during the CWIP phase of the 2001 Plan, the
environmental rate base and capitalization should be equal. However, after the facilities
go into service, it is likely environmental surcharge rate base and capitalization will no
longer be equal, primarily due to the deduction of accumulated deferred income taxes
from the rate base. The Commission finds that until the 2001 Plan facilities go into
service, the overall rate of return will be directly applied to the 2001 Plan rate base. The
Commission further finds that after the 2001 Plan facilities go into service, the rate of
return applied to the 2001 Plan rate base will be determined in a manner consistent with
the approach followed in Case No. 98-474, as agreed to by KU.*>*

SURCHARGE FORMULAS

As there are differences between the 1994 Plan and 2001 Plan, it is necessary to
state KU’s environmental surcharge as the sum of two formulas.
1994 Plan
The monthly ES revenue requirement, 1994E(m), is as follows:
1994E(m) = [(RB/12) (ROR)] + PCOE — BAS

Where:

1994E(m) 1994 Plan ES Revenue Requirement

RB = Environmental Compliance Rate Base, adjusted for eligible
Pollution Control Plant in Service and Accumulated
Depreciation already included in existing rates

%3 Joint Post-Hearing Brief of LG&E and KU at 35-36.
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ROR

PCOE

BAS

2001 Plan

Rate of Return on Environmental Compliance Rate Base,
designated as the Weighted Average Cost of Pollution
Control Bond Debt

Pollution Control Operating Expenses [Incremental O&M
Expenses (+/-), Depreciation and Amortization Expense,
Property Taxes, Insurance Expense, Emission Allowance
Expense, and Surcharge Consultant Fee]

Gross Proceeds from By-Product and Allowance Sales

The monthly ES revenue requirement, 2001E(m) is as follows:

2001E(m) = [(RB/12) (ROR + (ROR - DR) (TR/(1 — TR)))] + OE

Where:
2001E(m)

RB

ROR

DR
TR

OE

2001 Plan ES Revenue Requirement

Environmental Compliance Rate Base, adjusted for eligible
Pollution  Control Plant in  Service, Accumulated
Depreciation, and Deferred Taxes already included in
existing rates

Rate of Return on Environmental Compliance Rate Base,
designated as the overall rate of return [cost of short-term
debt, long-term debt, preferred stock, and common equity]

Debt Rate [cost of short-term and long-term debt]
Composite Federal and State Income Tax Rate

Operating Expenses: Depreciation and Amortization
Expense, Property Taxes, Insurance Expense; adjusted for
the Average Month Expense already included in existing
rates. Includes operation and maintenance expense
associated with NOx control projects, as recorded in Account
Nos. 506105 and 512101
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The sum of the 1994E(m) and 2001E(m), Total E(m), is multiplied by the Jurisdictional
Allocation Factor®® to arrive at the Net Jurisdictional E(m). After recognizing any
adjustments for over- or under-recoveries, the Net Jurisdictional E(m) is divided by
Jurisdictional R(m),* resulting in the Jurisdictional Environmental Surcharge Billing
Factor.

The addition of the 2001 Plan will require a revision to the monthly surcharge
reporting formats. While KU provided sample monthly reporting formats,”® the
Commission believes additional modifications are required. Appendix B to this Order
contains the monthly surcharge reporting formats that are to be submitted by KU for all
environmental surcharge filings after the date of this Order.

IT IS THEREFORE ORDERED that:

1. KU’s 2001 Plan consisting of one additional capital project to meet federal,
state, and local environmental regulations is approved.

2. KU’s ES tariff as modified herein is approved for service rendered on and
after May 1, 2001.

3. KU’s proposed ES tariff is denied.

* The Jurisdictional Allocation Factor is calculated by dividing the current
expense month’s Kentucky jurisdictional revenues by the current expense month’s Total
Company revenues. Environmental surcharge revenues are excluded from both
components of the calculation. There will be no change in the calculation due to the
addition of the 2001 Plan.

% Jurisdictional R(m) is the average monthly jurisdictional revenue for the 12
months ending with the current expense month. This average amount is exclusive of
the environmental surcharge revenues, and is unchanged due to the addition of the
2001 Plan.

% See Response to KIUC's 2™ Data Request dated December 21, 2000, Item
16.
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4. KU's rate of return on the 1994 Plan shall be reset to 6.27 percent. During
subsequent 6-month surcharge reviews, the rate of return on the 1994 Plan shall be
trued-up to recognize changes in the weighted average cost of KU’s pollution control
debt. The result of this true-up process shall be included in the determination of the
over- or under-recovery of the surcharge for that review period.

5. KU shall file in its next 6-month surcharge review a discussion of its
examination of the potential for refinancing its pollution control debt to achieve lower
interest costs over the term of the debt.

6. KU's initial rate of return on the 2001 Plan shall be set at KU’s overall rate
of return as of December 31, 2000 as discussed in the findings herein. The calculation
of the initial overall rate of return is shown in Appendix A to this Order.

7. The return on common equity contained in the 2001 Plan overall rate of
return shall be 11.50 percent and shall remain unchanged unless the return on common
equity in KU's ESM is changed or discontinued. Upon such events, the return on
common equity used in the 2001 Plan overall rate of return shall be reviewed during the
subsequent 2-year surcharge review.

8. The cost of debt and preferred stock contained in the 2001 Plan overall
rate of return shall initially be set as shown in Appendix A. During subsequent 6-month
surcharge reviews, the cost of debt and preferred stock shall be reviewed and re-
established.

9. During subsequent 6-month surcharge reviews, the overall rate of return
on the 2001 Plan shall be trued-up to recognize changes in the cost of debt, preferred

stock, and changes in KU’s electric capital structure. The result of this true-up process
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shall be included in the determination of the over- or under-recovery of the surcharge for
that review period.

10. KIUC’s proposal to include transmission revenues in the determination of
the jurisdictional allocation factor is denied. KU’s request to clarify the revenue
exclusion granted in Case No. 2000-106 to include OATT revenues is granted.

11. The reporting formats included in Appendix B shall be used for each KU
monthly surcharge filing. Previous reporting formats shall no longer be submitted.

12. KU shall not use its new depreciation rates to calculate the depreciation
expense included in its monthly surcharge factor until it has filed a formal application for,
and received Commission approval of, the new depreciation rates. Any depreciation
expense collected through the surcharge reflecting the unapproved use of the new
depreciation rates shall be adjusted during the appropriate 6-month surcharge review.

13.  Within 10 days of the date of this Order, KU shall file with the Commission
revised tariff sheets setting out the ES tariff as modified and approved herein.

Done at Frankfort, Kentucky, this 18" day of April, 2001.

By the Commission

ATTEST:

hponas AW ~—

Executive Director




APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE
COMMISSION IN CASE NO. 2000-439 DATED April 18, 2001

Calculation of the Overall Rate of Return for the 2001 Plan Rate Base

The calculation of this initial overall rate of return for the 2001 Plan Rate Base is based
on financial information provided by KU in Case No. 2001-055. However, as noted in
the Order, short-term debt has been excluded due to questions about the short-term
debt included in Case No. 2001-055. Thus, the capitalization and capital structure
reflected in these calculations are different from that included in Case No. 2001-055.

Overall Rate of Return —
Weighted Average Cost of Capital as of December 31, 2000

Adjusted KY Percent Annual Weighted

Jurisdictional of Cost Cost of

Capitalization Total Rate Capital
Short-Term Debt 0 0.00% 0.000% 0.00%
Long-Term Debt 308,897,673 33.32% 7.117% 2.37%
Preferred Stock 34,876,462 3.76% 5.678% 21%
Common Equity 583,330,209 62.92% 11.500% 7.24%
Totals 927,104,344 100.00% 9.82%

Overall Rate of Return —
Adjusted for Income Tax Gross-Up

ROR + (ROR - DR) (TR/(1 — TR))

ROR = .0982

DR = .0237

TR = 403625 [Federal rate = 35.00%; State rate = 8.25%)]
1-TR = .596375

Overall Rate of Return, Adjusted for Income Tax Gross-Up =
.0982 + (.0982 - .0237)(.403625/.596375) = .0982 + .0504 = .1486

Overall Rate of Return, Adjusted for Income Tax Gross-Up = 14.86%



Adjusted Electric Captialization

Short-Term Debt
Long-Term Debt
Preferred Stock
Common Equity

Total Capitalization

Short-Term Debt
Long-Term Debt
Preferred Stock
Common Equity

Totals

Total Co.
Balances @
12/31/2000
0
484,830,000
40,000,000
669,783,554

1,194,613,554

Adjusted Total
Company

Capitalization

0

483,616,861

39,899,853

667,349,513

1,190,866,227

Total Co.
Capital
Structure
0.00%
40.58%
3.35%
56.07%

100.00%

-- Adjustments to Total Company Capitalization --

Adjusted Jurisdictional

Capital
Structure

0.00%
40.61%
3.35%
56.04%

100.00%

Investment Other Subsidiary
in EEI Investments Earnings
0 0 0
(833,363) (379,776) 0
(68,796) (31,351) 0
(1,151,470) (524,742) (757,829)
(2,053,629) (935,869) (757,829)
Kentucky Less Net Kentt
Rate Base Jurisdictional Environmental  Jurisdictic
Percentage  Capitalization Surcharge Capitaliza
87.41% 0 0
87.41% 422,729,498  (113,831,825) 308,897,
87.41% 34,876,462 0 34,876,
87.41% 583,330,209 0 583,330,
1,040,936,169 (113,831,825) 927,104,



Annual Cost Rate

Short-Term Debt: Principal Interest Amortized Total
Amount Expense Loss Cost
(List Issue) 0 0 0 0
Embedded Cost of Short-Term Debt (Total Cost / Principal Amount) 0.000%
Long-Term Debt: Interest Principal Annual
Rate Amount Interest Exp.
First Mortgage Bonds —
Series P 8.624% 53,000,000 4,570,588
Series P 8.550% 33,000,000 2,821,500
Series Q 6.320% 62,000,000 3,918,400
Series R 6.496% 50,000,000 3,248,125
Series S 5.990% 36,000,000 2,156,400
Pollution Control Bonds —
Series 1B 6.250% 20,930,000 1,308,125
Series 2B 6.250% 2,400,000 150,000
Series 3B 6.250% 7,200,000 450,000
Series 4B 6.250% 7,400,000 462,500
Series 8 7.450% 96,000,000 7,152,000
Series 9 4.840% 50,000,000 2,420,000
Series 10 (Variable) 5.400% 54,000,000 2,916,000
Series A (Variable) 4.800% 12,900,000 619,200
Subtotal Long-Term Debt 484,830,000 32,192,838
Adjustments —
Accounts Receivable Securitization 0 0
Amortized (Gain)/Loss - 869,669
Long-Term Debt with Adjustments 484,830,000 33,062,507
Weighted Average Cost of Debt 6.819%
(Annual Interest Expense / Principal Amount)
Less: Environmental Surcharge Rate Base at 5.85% 113,831,825 6,659,162
Long-Term Debt Exclusive of Environmental Surcharge 370,998,175 26,403,345
Weighted Average Cost of Debt, exclusive of Environmental Surcharge 7.117%
Preferred Stock: Annual
Issue Net Interest
Amount Proceeds Expense
4.750% Series 20,000,000 20,008,000 950,000
6.530% Series 20,000,000 19,727,000 1,306,000
Totals 40,000,000 39,735,000 2,256,000
Weighted Average Cost of Preferred Stock 5.678%

(Annual Interest Expense / Net Proceeds)




APPENDIX B

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE
COMMISSION IN CASE NO. 2000-439 DATED April 18, 2001

Environmental Surcharge Monthly Report Formats

These report formats shall be used by KU for all monthly surcharge filings submitted
after the date of this Order. These report formats will replace all previously approved
report formats developed for KU’s environmental surcharge filings. KU will not modify
any format without the prior consent of the Commission Staff.

Index of Formats

ES Form 1.0
Calculation of Total E(m) and Jurisdictional Environmental Surcharge Billing Factor

ES Form 2.00
Revenue Requirements of Environmental Compliance Costs

ES Form 2.10
Plant, CWIP, Depreciation Expense, and Deferred Taxes — 1994 Plan
(Requires additional supporting information, as noted on format)

ES Form 2.11
Plant, CWIP, Depreciation Expense, and Deferred Taxes — 2001 Plan

ES Form 2.20
Inventories of Spare Parts & Limestone

ES Form 2.30
Inventory of Emission Allowances — All Vintage Years

ES Form 2.31
Inventory of Emission Allowances — Current Vintage Year

ES Form 2.40
O&M Expenses and Determination of Cash Working Capital Allowance

ES Form 2.50
Pollution Control — Operation & Maintenance Expenses — 1994 and 2001 Plans

ES Form 3.0
Monthly Average Revenue Computation R(m)

ES Form 3.1
Reconciliation of Reported Revenues



ES Form 1.0

Kentucky Utilities Company
Environmental Surcharge Report
Calculation of Total E(m) and
Jurisdictional Environmental Surcharge Billing Factor

For the Expense Month of

Calculation of Total E(m)

Total E(m) = 1994E(m) + 2001E(m)

1994E(m) = [(RB/12) (ROR)] + OE — BAS, where

RB = Environmental Compliance Rate Base for the 1994 Plan
ROR = Rate of Return on the 1994 Plan Rate Base

OE = Pollution Control Operating Expenses for the 1994 Plan
BAS = Gross Proceeds from By-Product and Allowance Sales

2001E(m) = [(RB/12) (ROR + (ROR — DR) (TR/(1 — TR)))] + OE, where

RB = Environmental Compliance Rate Base for the 2001 Plan

ROR = Rate of Return on the 2001 Plan Rate Base

DR = Debt Rate (both short-term and long-term debt)

TR = Composite Federal and State Income Tax Rate

OE = Pollution Control Operating Expenses for the 2001 Plan

1994 Plan 2001 Plan
RB = 0 0
RB/12 = 0 0
ROR [1995 Plan] = 6.27%
(ROR + (ROR - DR) (TR/(1 — TR))) [2001 Plan] = 14.86%
OE = 0 0
BAS = 0
1994E(m) = 0
2001E(m) = 0
Total E(m) [1994E(m) + 2001E(m)] = 0
Calculation of Retail Environmental Surcharge Billing Factor

Jurisdictional Allocation Ratio for Expense Month = 0.00%
Juris. E(m) = Total E(m) x Juris. Allocation Ratio = 0
Adjustment for Over/(Under) Recovery = 0
Net Juris. E(m) = Juris. E(m) +/- Adjust. for Over/(Under) Recovery = 0
Jurisdictional R(m):

Average Monthly Retail Revenue for the 12 Months

Ending with the Current Expense Month = 0
Jurisdictional Environmental Surcharge Billing Factor:

Net Juris. E(m) / Juris. R(m) (% of Revenue) = 0.00%

Effective Date for Billing: {Date}

Submitted by:

{Title}

Date Submitted: {Date}



Kentucky Utilities Company
Environmental Surcharge Report

Revenue Requirements of Environmental Compliance Costs

For the Expense Month of

Determination of Environmental Compliance Rate Base

ES Form 2.00

1994 Plan

2001 Plan

Eligible Pollution Control Plant

0

0

Eligible Pollution Control CWIP excluding
AFUDC

0

0

Subtotal

Additions:

Inventory — Spare Parts

Inventory — Limestone

Inventory — Emission Allowances

Cash Working Capital Allowance

| o | o | o

| o | o| o

Subtotal

Deductions:

Accumulated Depreciation on

Pollution Control Plant

Eligible

Pollution Control Deferred Income Taxes

Pollution Control Deferred Investment Tax
Credit

Subtotal

Environmental Compliance Rate Base

Determination of Pollution Control Operating Expenses

1994 Plan

2001 Plan

Monthly Operations & Maintenance Expense (Incremental for 1994)

Monthly Depreciation & Amortization Expense

Monthly Taxes Other Than Income Taxes

Monthly Insurance Expense

oO|o | O | O

Monthly Emission Allowance Expense

Monthly Surcharge Consultant Fee

Total Pollution Control Operating Expenses

oO|jlo|lo| o|o|o| o

Gross Proceeds from By-Product and Allowance Sales (1994 Plan Only)

Allocated
Allowances from
Allowances from
EPA Over-Control

Allowances from
Purchases

Total Proceeds
from Allowance
Sales

Proceeds from
By-Product Sales

0




ES Form 2.10

Kentucky Utilities Company — Environmental Surcharge Report
Plant, CWIP, Depreciation Expense, and Deferred Taxes — 1994 Plan
For the Month Ended

(€] 2 3 “4) ®) (6) ) (€
- CWIP Eligible Net
o Eligible Plant Eligible Amount Plant in Unamort. Deferred Tax Mon
Description - . Accum. . . ITC Balance as of Dep
in Service Deprec Excluding Service aS Of —forf—- o] Expe
prec. AFUDC (2)+(3)+(4) P

Scrubber

Gypsum Stacker

Flue Gas Dispersion

Emission Monitoring

NOx Reduction EWB1, EWB3

NOx Reduction EWB2, GH1,
GR4

Ash Pond Elevation

New Ash Storage

Precipitation & Ash Handling

Ash Pond Filtration System

Precipitator — All Plants

Precipitator — Ghent 1

Precipitator — Brown 1

Dry Fly Ash Handling

Dust Elimination System

Subtotal

Less Charges Prior to
06/30/82

Less Retirement Eliminations

Less Eliminations — Final
Settlement 93-465

Totals

KU shall continue to file the schedule labeled “ES Form 2.1 Support” for the “Eliminations — Final Settlement 93-465" balances.



ES Form 2.11

Kentucky Utilities Company — Environmental Surcharge Report
Plant, CWIP, Depreciation Expense, and Deferred Taxes — 2001 Plan
For the Month Ended

1) ) ®3) (4) ®) (6)
- Eligible CWIP Amount Eligible _Net Deferred Tax
_— Eligible Plant . Plant in
Description . . Accumulated Excluding . Balance as
In Service Depreciation AFUDC Service of --/--/--
(2)+(3)=(4)

(List)

(List)

(List)

Subtotal

Less: Retirements and
Replacement resulting from
implementation of 2001 Plan

Net Totals

When applicable, KU shall reflect a “Retirement and Replacement” adjustment in the month
facilities associated with the 2001 Plan are placed in service.



Kentucky Utilities Company — Environmental Surcharge Report

Inventories of Spare Parts & Limestone

For the Month Ended

ES Form 2.20

Beginning
Inventory

Purchases

Utilized

Other
Adjustments

Ending
Inventory

Reason(

SPARE

PARTS

Green River

E. W. Brown

Ghent

Tyrone

Pineville

LIMESTONE

At Ghent:

Tons

Dollars

$/Ton

At Green River:

Tons

Dollars

$/Ton




Kentucky Utilities Company — Environmental Surcharge Report
Inventory of Emission Allowances — All Vintage Years

For the Month Ended

ES Form 2.30

Beginning
Inventory

Allocations/
Purchases

Utilized

Sold

Ending
Inventory

Allocation, Purchase, or Sale Dat

TOTAL EMISSION ALLOWANCES IN INVENTORY, ALL CLASSIFICATIONS:

Quantity

Dollars

$/Allowance

ALLOCATED ALLOWANCES FROM EPA:

Quantity

Dollars

EXTENSION ALLOWANCES FROM EPA:

Quantity

Dollars

ALLOWANCES FROM OVER-CONTROL (OVER-SCRUBBING):

Quantity

Dollars

ALLOWANCES FROM PURCHASES:

Quantity

Dollars

KU shall maintain adequate allowance records which will allow ready identification by classification of the
allowances included in ending inventory.



ES Form 2.31

Kentucky Utilities Company — Environmental Surcharge Report
Inventory of Emission Allowances — Current Vintage Year
For the Month Ended

Beginning Allocations/ Utilized Sold Ending

Allocation, Purchase, or Sale Dat
Inventory Purchases Inventory

TOTAL EMISSION ALLOWANCES IN INVENTORY, ALL CLASSIFICATIONS:

Quantity

Dollars

$/Allowance

ALLOCATED ALLOWANCES FROM EPA:

Quantity

Dollars

EXTENSION ALLOWANCES FROM EPA:

Quantity

Dollars

ALLOWANCES FROM OVER-CONTROL (OVER-SCRUBBING):

Quantity

Dollars

ALLOWANCES FROM PURCHASES:

Quantity

Dollars

KU shall maintain adequate allowance records which will allow ready identification by classification of the
allowances included in ending inventory.






ES Form 2.40

Kentucky Utilities Company — Environmental Surcharge Report
O&M Expenses and Determination of Cash Working Capital Allowance

For the Month Ended

1994 PLAN

2001 PLAN

Incremental O&M Expenses Amount

NOx O&M Expenses Amount

11" Previous Month

11" Previous Month

10" Previous Month

10" Previous Month

9" Previous Month

9" Previous Month

8" Previous Month

8" Previous Month

7" Previous Month

7" Previous Month

6" Previous Month

6" Previous Month

5" Previous Month

5" Previous Month

4™ Previous Month

4™ Previous Month

3" Previous Month

3" Previous Month

2" Previous Month

2" Previous Month

Previous Month

Previous Month

Current Month

Current Month

Total 12 Month O&M

Total 12 Month O&M

Less Baseline (12 Months Ended
05/31/94)

12 Months Incremental O&M

Monthly Incremental O&M

Monthly Incremental O&M is obtained by dividing the
12 Month Incremental O&M by 12. The resulting
amount is to be recorded as (+) or (-) on ES Form
2.00 under “Monthly Operations & Maintenance
Expense” for the 1994 Plan.

The Total 12 Month O&M shall reflect the cumulative
total of O&M expenses incurred by KU during the first
12 months under the 2001 Plan. Once 12 months of
O&M has been incurred, the Total 12 Month O&M
shall reflect the most recent 12 months of activity.

Determination of Cash Working Capital Allowance — 1994 and 2001 Plans

12 Month Incremental O&M
Expenses

Total 12 Month O&M

One Eighth (1/8) of 12 Month
Incremental O&M Expenses

One Eighth (1/8) of Total 12 Month
O&M

Pollution Control Cash Working
Capital Allowance — 1994 Plan

Pollution Control Cash Working
Capital Allowance — 2001 Plan




ES Form 2.50

Kentucky Utilities Company — Environmental Surcharge Report
Pollution Control — Operations & Maintenance Expenses

1994 and 2001 Plans

For the Month Ended

O&M Expense Account

Tyrone

Green River

E. W. Brown

Pineville

Ghe

1994 Plan:

502006 — Scrubber Operation

506001 — CEMS & Precipitators Operation

512005 — Scrubber Maintenance

512011 — CEMS & Precipitators Maintenance

512017 — Ash Handling — Maintenance

Total 1994 Plan O&M Expenses

2001 Plan:

506105 — NOx Operation

512101 — NOx Maintenance

Total 2001 Plan O&M Expenses




ES Form 3.0

Kentucky Utilities Company — Environmental Surcharge Report
Monthly Average Revenue Computation R(m)
For the Month Ended

Non-
Kentucky Jurisdictional Revenues Jurisdictional
Revenues
1) 2) 3) (4) 5) (6) (7)
Environmental Total Excluding | Total Including
Base Rate Fuel Clause Total Environmental Off-System
Month Surcharge
Revenues Revenues Revenues Surcharge Sales
(2)+(3)+(4) (5)-(4) (See Note 1)

Average Monthly Jurisdictional Revenues, Excluding Environmental
Surcharge, for the 12 Months ending (Current Expense Month)
Jurisdictional Allocation Percentage for Current Expense Month (Environmental Surcharge excluded from calculations):
Expense Month Kentucky Jurisdictional Revenues divided by Expense Month Total Company Revenues[Column (6) / Co

Note 1 — Excludes Brc
Sales, Total for Currer




Kentucky Utilities Company
Environmental Surcharge Report
Reconciliation of Reported Revenues

For the Expense Month of

ES Form 3.1

Description

Revenues per
ES Form 3.0

Revenues per
Income Statement

Kentucky Jurisdictional Revenues:

Base Rates

Fuel Adjustment Clause

Environmental Surcharge

(Identify)

(Identify)

Total Kentucky Jurisdictional Revenues for Environmental
Surcharge Purposes

Non-Jurisdictional Revenues:

(Identify)

(Identify)

(Identify)

Total Non-Jurisdictional Revenues for Environmental
Surcharge Purposes

Total Company Revenues for Environmental Surcharge
Purposes

Reconciling Revenues:

(Identify)

(Identify)

(Identify)

Total Company Revenues per Income Statement
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